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Preface 


Our government came to office in 1984, committed to revitalizing the economy so 
that economic growth could be strengthened and productive jobs for Canadians 
created. At that time, there was widespread under-utilization of resources across 
the country. Corporate and household financial positions were weak. Confidence 
was fragile. As well, too many policies and regulations distorted decision-making, 
penalized risk-taking, and inhibited growth. Not only was the economy performing 
at a level well below its potential to supply goods and services, that potential was 
being eroded. 


In our first mandate, we addressed this challenge and achieved positive results. 
We reduced the deficit. We improved the structure and efficiency of the economy 
on a broad range of fronts. In four years, the fiscal deficit was cut by $9.5 billion 
from its peak in 1984-85. Stifling government regulations have been replaced by 
market-oriented approaches. The personal and corporate taxation systems were 
overhauled. An historic trade agreement with the United States was concluded. 
The economy responded strongly. From 1984 to 1988, our record of economic 
growth among the major industrialized countries was second only to Japan’s; our 
employment growth was the fastest. Over 1.4 million jobs have been created and 
the unemployment rate has fallen from 11.6 to 7.5 per cent. 


There are limits, however, to how long our economy can grow this rapidly without 
encountering problems. The pace of economic growth in recent years has pushed 
the aggregate demand for goods and services to a point where it is now straining 
against the economy’s production capacity. This situation is not unique to Canada, 
but prevalent in most of the major industrial economies, particularly the United 
States. Canada’s trade balance is deteriorating, with a consequent rise in foreign 
indebtedness. Labour and product markets have tightened. Inflationary pressures 
have emerged. Monetary policy has responded and interest rates have risen to 
contain these pressures. 


Experience has demonstrated that inflationary pressures must be dealt with early 
and firmly. Once entrenched, inflation is extremely difficult to eradicate. The 
economic, social and human costs of procrastination are enormous. Inflation 
impairs the functioning of the economy: decisions are made in an atmosphere of 
uncertainty, based on speculation about inflation rather than economic 
fundamentals. Inflation also distorts the distribution of income: those least able to 
protect their incomes and savings lose disproportionately. The deep 1981-82 
recession is the latest reminder of what can happen when effective action to deal 
with inflationary pressure is delayed. 


Canadians face new challenges as we prepare for the 1990s. First, we must ensure 
that the economy grows at a steady and sustainable pace. Second, we must 


continue to build the foundation for a more productive and more prosperous 
Canada in the next century. 


Interest rates must come down — and stay down — to sustain economic growth. But 
they cannot simply be ordered down. The appropriate economic and policy 
environment must be put in place. To create that environment, the fiscal deficit 
must be returned to a downward track. If fiscal action were not taken there would 
be severe consequences. The immediate response would be a loss of confidence in 
the government’s resolve to manage the Canadian economy, putting downward 
pressure on the dollar and further upward pressure on interest rates. Increasing 
interest rates would push the deficit up even higher; a spiral of ever-increasing 
public debt and interest rates could take hold. This combination of higher interest 
rates and the diversion of domestic savings away from productive investment 
toward financing the growing public debt would impair the private sector’s ability 
to produce goods and services. Canadian living standards would suffer. The longer 
fiscal action is postponed, the greater the accumulation of public debt — and the 
higher the ultimate cost Canadians will have to bear. 


The measures announced in this budget will control the public debt through 
continued and steady reductions in the fiscal deficit. Putting the deficit on a 
downward track will achieve a better balance between monetary and fiscal policy, 
reducing aggregate demand to a level closer to the economy’s capacity to produce. 
This will ease underlying inflationary pressures, creating an environment in which 
there is scope for lower interest rates. The private sector will face less competition 
from the government sector for the savings needed to finance increased 
investment, which in turn is required to compete effectively in the world economy. 
Our budget measures will thus help the economy to achieve sustained growth over 
the medium term. 


Meeting the challenge of improving the standard of living of Canadians is equally 
important. We must continue to build the foundation for a stronger, more efficient 
and more competitive economy. Canada’s prospects are improved by a number of 
opportunities. The structural initiatives the government has already undertaken, 
particularly the Free Trade Agreement with the United States, have increased the 
flexibility of the economy and are raising its potential to provide higher living 
standards. The government will soon be implementing sales tax reform and 
bringing forward legislation to reform the financial sector. The new human 
resources strategy recently announced by the government will improve the 
functioning of Canada’s labour markets. It will help Canadian workers upgrade 
their skills and grasp the opportunities in today’s fast-changing job market. Our 
government is addressing these new challenges and opportunities. I know 
Canadians support us in this effort. They will take advantage of the improving 
environment to realize fully the benefits and gains it holds for Canada. 


The Honourable Michael H. Wilson 
Minister of Finance 
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1. Introduction and Overview 


The Canadian economy has grown rapidly over the last four years. The average 
growth rate, 4.1 per cent, was the second highest among the major industrial 
economies; the pace of job creation was the highest. The unemployment rate fell to 
7.5 per cent by March of this year from 11.6 per cent in September 1984; 

1.4 million jobs were created. Our economy cannot, however, continue to grow this 
rapidly forever. Eventually, demand runs into the economy’s supply capacity. 
Demand cannot continue indefinitely to exceed the ability of the economy to 
produce without generating increasing inflationary pressures. 


Demand growth was very strong last year, not only in Canada but throughout the 
industrialized world. This strong growth in demand was not expected earlier in the 
year, especially in light of the October 1987 stock market plunge. Growth much 
stronger than expected in 1988 has pushed the Canadian economy, and most 
industrial economies, to the point where demand is pressing against capacity limits 
and inflationary pressures are rising. Monetary policy has responded and interest 
rates have risen. Demand pressures must be reduced and supply capacity increased 
to adjust successfully to sustained, non-inflationary growth. 


To achieve this, a better balance in macroeconomic policies is required. Tighter 
fiscal policy is essential to reduce the growing pressure of demand and assist 
monetary policy to ease inflationary pressures. 


Equally important is the need to continue to improve the functioning of the 
economy so that its underlying supply capacity can be raised. Potential output is 
the maximum an economy can produce when all its resources are fully and 
efficiently used. The capacity of an economy to supply goods and services largely 
determines both the opportunities and limits of growth. The growth of potential 
output is determined by the growth of an economy’s resources — its capital and 
labour — and by improvement in their productivity. Policies that remove 
impediments to growth and encourage development and adoption of new 
technologies enhance an economy’s underlying potential growth. All major OECD 
countries, including Canada, experienced a substantial slowing in productivity and 
potential growth in the 1970s and early 1980s. They responded with structural 
adjustment policies to strengthen long-run potential growth. Chapter 2 briefly 
discusses potential output growth in Canada, and the key role it plays in affecting 
economic performance. 


By the end of 1982, the Canadian economy was operating far below its potential. 
Unemployment was high and all sectors had substantial unused capacity. 
Chapter 3 reviews the record of the economy as it grew out of the 1981-82 
recession. Owing to a large gap between actual and potential output, the economy 


could — and did — grow faster than its potential growth rate after the recession 
without encountering constraints. By the end of 1987, however, the gap had 
narrowed considerably. 


Confounding widely held expectations of a growth slowdown after the 

October 1987 stock market plunge, the economy again grew rapidly in 1988. 
Chapter 4 focuses on these developments. With output growth continuing to 
outpace the economy’s potential to increase the supply of goods and services, 
capacity constraints and imbalances emerged. The underlying rate of inflation 
increased, interest rates rose and the country’s current account deficit deteriorated 


sharply. 


Over the last four years, the strong growth of the private sector has resulted in a 
substantial fall in net private domestic savings as a percentage of gross domestic 
product (GDP). Hence, a significantly smaller amount of domestic savings has 
been available to finance the large total government deficit. Although government 
deficits, particularly the federal government’s, have fallen over the last four years, 
they have not fallen fast enough; the economy has had to rely increasingly on 
foreign savings. Net foreign indebtedness and the cost of servicing it have risen 
significantly. 


The prospects of the Canadian economy for this year and next and over the 
medium term are described in Chapter 5. This budget takes the necessary step of 
returning the government’s fiscal deficit to a declining track to restore balance to 
the economy and maintain confidence in Canada’s economic prospects. Real 
output growth is expected to slow from its very strong 1988 pace over the next two 
years. Current underlying inflationary pressures are expected to abate, thanks to 
the fiscal consolidation implemented in this budget, and the projected moderation 
in growth. An environment will be created in which domestic demand pressures on 
interest rates will be much reduced. This more balanced policy environment will 
provide greater assurance of healthy potential growth over the medium term. 


2. The Potential Growth of the Canadian Economy 


Introduction 


A country’s potential output is an important determinant of its economic 
performance. Conceptually, the potential output of an economy represents the 
maximum volume of goods and services that the economy can produce when all its 
resources are fully utilized and combined in the most efficient manner possible. In 
a broad sense, an economy has two factors of production, capital and labour. The 
measure of how efficiently these two factors of production are utilized and 
combined to produce the economy’s total output is referred to as total factor 
productivity. Potential output growth, then, is determined by the growth of its 
contributing factors: capital, labour and total productivity. The rate of growth of 
potential output not only indicates how fast prosperity can advance, but also 
defines the limits of an economy’s ability to meet demands placed on it. 


Available research indicates that Canada’s potential growth slowed to an average 
annual rate of about 3 per cent in the 1980s compared with about 5 per cent in the 
1960s and 1970s. Canada has always had a fast-growing labour force and healthy 
growth in the capital stock. Strong contributions to potential growth from these 
resources did not change significantly in the present decade from the 1960s and 
1970s. The slowdown in Canada’s potential growth rate in the 1980s is 
attributable for the most part to a significant decline in total productivity growth. 
In fact, total productivity was at a virtual standstill in the first half of the 1980s. 
Canada shares this substantial slowdown with most other industrial countries 
(Chart 1). 


The Role of Potential Output Growth in Affecting 
Economic Performance 


Potential output growth and the relationship between the levels of actual and 
potential output play important roles in the working of the economy, in defining 
realistic goals for the economy, and in setting government policies to achieve goals. 
When the level of output is well below potential, as it was in Canada at the end of 
the 1981-82 recession (Chart 2), the economy can and should grow at a rate faster 
than potential growth. When the economy strains against its potential output level, 


(') For estimates of the slowdown in factor productivity growth, see A.S. Englander and A. Mittelstdat, “Total 
Factor Productivity: Macroeconomic and Structural Aspects of the Slowdown”, OECD Economic Studies 
No. 11, Paris 1987 and OECD Economic Outlook, December 1987, pp. 39-48. 


Chart 1 
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Sources: Department of Finance estimates for Canada, OECD Economic Outlook, No. 42, 
December 1987 and OECD Economic Studies, No. 11, 1987 for other countries. 


however, pressures build. Product and labour markets tighten and 

inflation pressures begin to emerge. Interest rates and the exchange rate are 
forced up and demand growth weakens while the trade balance deteriorates. A 
re-emergence of inflation and high interest rates have the effect of damaging the 
economy’s longer-run prospects by lowering potential growth. In this situation, 
there is an immediate need for demand pressures in the economy to be reduced to 
a level closer to the economy’s overall potential growth. Potential output growth 
defines the “speed limit” of the economy. The speed limit can be raised by 
enhancing potential growth. 


Chart 2 
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Source: Department of Finance estimates for potential gross domestic product. 


Factors that Determine Potential Output Growth: 
Increasing the Economy’s Supply Capacity 


The economy’s potential can be enhanced by raising the growth of the economy’s 
two factors of production, capital and labour, and of total productivity. 


Growth in the labour supply over a long period is primarily determined by the 
birth rate, net immigration, social factors and how individuals value the choice 
between work and leisure. Canada has one of the fastest-growing labour forces 
among the industrial nations. In Canada and most other industrial countries, 


however, the aging of the population as the baby boom matures indicates a 
somewhat lower contribution of labour force growth to potential output growth. 


Growth of the capital stock is determined by the availability and cost of savings 
that can be channelled into investment, by expectations of opportunities to expand 
production and sales, and by the state of business confidence. Recently, real 
investment spending has been rising strongly, with growth averaging about 10 per 
cent a year over the 1986-1988 period. This in turn, is being reflected in a healthy 
growth of the capital stock. 


An adequate supply of savings is required to support continued strong investment 
spending. When the government’s spending outstrips its revenues, however, it 
competes with the private sector for scarce savings. This puts upward pressure on 
the cost of funds and reduces their availability for private investment. The decline 
in the federal deficit since 1984-85, and this budget’s fiscal actions to return the 
deficit to a declining track, will help to ensure the positive and stable environment 
that is required for investment to increase. 


Total productivity growth can be raised by improving the efficiency and utilization 
of existing resources. Structural policies that encourage more productive labour 
and capital investment, remove labour and product market rigidities, dismantle 
inefficient government regulations and open up and secure access to international 
markets, enhance a country’s potential economic growth. 


The government has implemented a number of structural policies and reforms that 
will raise potential output growth and Canadian living standards. Among these 
policies and reforms are: 


e the Canada-U.S. Free Trade Agreement (FTA) which, by securing access to 
the large U.S. market, will permit Canadian firms to operate at a larger, 
more efficient scale; 


e the personal and corporate income tax reforms of 1988, which have made the 
tax system more equitable and increased the incentive to save and invest; 


e the deregulation, wholly or in part, of the energy and transportation sectors; 


e the privatization of a number of Crown corporations that no longer serve a 
public policy role; 


e the replacement of the Foreign Investment Review Agency by Investment 
Canada, which is designed to encourage foreign investment that provides net 
benefits to Canada; and 


¢ the implementation of a new approach to encourage and more accurately 
target Research and Development through consultation and co-operation 
between the public and private sectors. 


More reforms are to come. The government will implement sales tax reform and 
bring forward legislation to reform the financial sector. In addition, the 
government has just announced a new human resource strategy to improve the 


functioning of the labour market by upgrading the skill levels of the work force. In 
conjunction with sound macroeconomic policies, these structural adjustments 
place Canada in a solid position to maximize opportunities, both domestically and 
in the world economy. 


Benefits will be fully realized only if the private sector takes advantage of the 
greater flexibility and increased opportunities now available. By developing and 
adopting new technologies or by innovating with existing technologies, the private 
sector can play a major role in raising the growth potential of the Canadian 
economy. 


Global awareness of the need to adopt structural reforms that reduce rigidities, 
provide clearer and more powerful market incentives and reduce barriers to trade 
has increased in recent years. An increasing array of structural policies has been 
adopted by a growing number of countries. Sharper focus has been given 
structural reform in such influential forums as the Organization for Economic 
Cooperation and Development (OECD), the Group of Seven (G-7) and 

the Economic Summit held last year in Toronto. These international developments 
bolster global efficiency and prosperity, further improving Canada’s economic 
prospects. 
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3. Growing Out of the Recession: 
The Period 1983 to 1987 


Introduction 


The 1981-82 recession was the most severe economic downturn the Canadian 
economy had experienced since the Second World War. When it ended in the 
fourth quarter of 1982, real gross domestic product (GDP) had fallen 5.3 per cent 
below its pre-recession peak and the level of economic activity was substantially 
below potential. The average drop in real GDP in previous postwar recessions was, 
by comparison, only 1.5 per cent. 


The level of employment fell by over 5 per cent and the unemployment rate rose 
sharply to 12.8 per cent by December of 1982. This was the first time that 
employment had actually fallen in a downturn since the 1950s. Consumer inflation 
came down from its peak of nearly 13 per cent but, in 1983, inflation remained 
close to 6 per cent. 


The effects of the recession were evident throughout the economy. The devastating 
impact of high interest rates and falling employment weakened consumer 
confidence and led to a large increase in the personal savings rate. The corporate 
sector emerged with badly damaged balance sheets and record amounts of excess 
capacity. Business confidence in Canada’s economic prospects was badly shaken. 


During the recession the total government sector saw its deficit (on a national 
accounts basis) rise dramatically, from 1.5 per cent of GDP in 1981 to 5.9 per cent 
in 1982, due to high interest rates and declines in income and demand in the 
economy. The federal government, with its higher debt and more cyclically 
sensitive revenues and expenditures, accounted for three-quarters of the increase 
in the total government sector deficit. 


After the recession, strong growth was required to reduce unemployment, raise 
income and demand, and reduce excess capacity. This chapter describes how the 
economy recovered by growing at rates substantially above potential. It focuses on 
the period from 1982 to the end of 1987, just prior to the February 1988 budget. 


The Early Stage of the Recovery: 1983 and 1984 


The economy grew faster than its potential rate in the first two years after the 
recession, but growth was unbalanced and benefits unevenly distributed across the 
country. Growth in these early years was led by a rebuilding of inventories and by 
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rising net exports, the latter reflecting a stronger recovery in economic growth in 
the United States. With business and consumer confidence weakened, final 
domestic demand advanced by less than half the pace of overall GDP. The export- 
led growth benefited mainly the manufacturing sector, concentrated in Central 
Canada. Commodity prices and demand in world markets remained at low levels. 
The economies of the resource-producing areas therefore remained fragile and 
unemployment rates in those areas stayed stubbornly high. 


Although the gap between actual and potential output narrowed in 1983 and 
1984, it remained large. The economy’s resources were still substantially under- 
utilized. The unemployment rate remained well above pre-recession rates and 
although capacity utilization rates were rising, large amounts of excess capacity 
were still evident in most sectors of the economy. 


The Return to More Balanced Growth: 1985 to 1987 


The economy continued to grow faster than potential from 1985 to 1987, causing 
the gap between actual and potential output to narrow considerably. As well, the 
sources of demand growth underlying the expansion shifted. Beginning in late 
1984, growth began to spread to domestic sources of demand; the dependence on 
exports as a source of growth lessened (Chart 3a). Consumer and business 
confidence improved. Final domestic demand grew faster than GDP over these 
three years, with consumption and housing providing the initial impetus; later, 
spending on business investment picked up. Inflation pressures remained relatively 
dormant throughout this period (Chart 3d) because resources in the economy were 
still under-utilized. 


Household and Business Sectors Recover 


The consumer played an important role in the recovery. As the economy gained 
momentum and employment expanded, consumer confidence rose to record levels 
and the personal savings rate dropped to 9.5 per cent, the lowest since 1972. The 
result was a rapid expansion in consumer spending. At the same time, the record 
high level of consumer confidence together with lower interest rates contributed to 
a sustained, strong increase in residential investment. 


The corporate sector used profit growth to restore damaged balance sheets. The 
excess capacity that had earlier inhibited business investment began to be 
eliminated as the recovery gained momentum, resulting in a need to expand plant 
and equipment. By 1985, with the corporate sector in a much healthier financial 
position and capacity utilization rising, investment began to recover strongly, 
particularly expenditures on machinery and equipment (Chart 3b). Non- 
residential construction expenditures were also strong in 1985, but weakened in 
1986 and 1987 in the wake of the drop in world oil prices. 


Unlike the pre-recession investment boom, when decisions to expand plant and 
equipment were too often based on unrealistic expectations of demand and price 


growth (especially in the resource sector), the strong investment spending during 
the current recovery has been in response to genuine needs to expand capacity. 
The business sector has modernized plant and equipment to meet strong growth in 
domestic demand and to increase competitiveness. The result has been an increase 
in the productive capital stock and an enhancement of Canada’s level of potential 
output. 


Employment Performance Improves 


The strength of employment was a notable feature of this period of recovery. 
Employment grew on average by 2.8 per cent per year and, from the end of 1984 
to the end of 1987, a million jobs were created. This was more than sufficient to 
offset the fast growth of Canada’s labour force; the unemployment rate registered 
sizeable year-over-year reductions, falling from 11.2 per cent on average in 1984 
to 8.0 per cent by the end of 1987 (Chart 3c). 


Strong employment growth encouraged people to enter the labour force, which 
grew faster than the overall population. The labour force participation rate rose to 
66.6 per cent by the end of 1987, up 1.6 percentage points from the end of 1984. 
This alone accounted for an increase of over 300,000 in Canada’s work force over 
this period. 


Inflation Averages Just Over 4 Per Cent 


The consumer price index (CPI) inflation rate fell sharply from double-digit levels 
in the early 1980s to just over 4 per cent by late 1984 and remained at about that 
rate (Chart 3d). Underlying the shift to lower inflation from the early 1980s was a 
moderation in wage settlements and an improvement in unit labour costs. 


By the end of 1987, however, there were indications of emerging inflation 
pressures. The aggregate capacity utilization rate had returned to its historical 
average, employment growth remained strong, the unemployment rate had fallen 
sharply, and private sector wage settlements had picked up in the fastest-growing 
parts of the country. 


Trade Balance Weakens 


The strength in domestic consumption and investment spending (particularly 
machinery and equipment spending) over this period, and the appreciation of the 
Canadian dollar relative to the U.S. dollar during 1987, resulted in a substantial 
drop in real net exports, from $18 billion in 1984 (4.8 per cent of real GDP) to 
$11.5 billion in 1987 (2.7 per cent of real GDP). The terms of trade, which had 
deteriorated in the four years after the recession, particularly in energy products 
in 1986, improved somewhat in 1987, led by strong gains in commodity prices. 
Nevertheless, the improvement was not sufficient to offset the drop in the real 


trade balance; the current account balance deteriorated sharply, from a small 
surplus in 1984 to a deficit of $10.6 billion in 1987, equivalent to 1.9 per cent of 
nominal GDP. 


Differences in Economic Performance Across the Country 


The initial stimulus to growth following the recession originated in the revival of 
demand in the U.S. market, sparking an upturn of the export-oriented 
manufacturing industries of Central Canada. The provinces in Atlantic and 
Western Canada experienced both weak demand and low prices for many of their 
key products. The same weakness in commodity prices further benefited 
manufacturing industries by lowering input costs, most vividly illustrated by the 
sharp decline of oil prices. From 1982 to 1986, employment grew at an average 
annual rate of 2.6 per cent in Central Canada in comparison to 1.9 per cent in the 
Atlantic provinces and only 1.1 per cent in Western Canada. 


Continued strong economic growth both in Canada and abroad, however, 
gradually reduced the imbalance between supply and demand in the resource 
industries and capacity began to tighten. By 1987, commodity prices were 
recovering. Non-ferrous metal prices rose sharply, while the prices for many of 
Canada’s other key commodities climbed steadily. The growth of demand and the 
recovery of prices led first to increased production and employment. Subsequently, 
the pace of investment in resource industries increased as opportunities for 
profitable expansion became more evident. 


In 1987, the revival of the resource-based industries was still in its early stages and 
differences in economic performance across the country persisted. Nevertheless, 
there were noticeable improvements. Employment was expanding more rapidly in 
most areas where growth had previously been weak (Chart 4a) while the growth of 
investment spending became more broadly based (Chart 4b). 


Aspects of Growth Across the Country 


Chart 4 

1986 and 1987 
Chart 4a 
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Investment Growth 


Chart 4b 


Columbia 


Note: Business non-residential investment spending in current dollars. 


: Statistics Canada, Public and Private Investment Survey, March 1989. 
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4. Emerging Problems in 1988 and the Risks to 
Sustained Growth 


Introduction 


Much of the shortfall of actual output relative to the economy’s potential to 
produce had been eliminated by late 1987, after five years of strong economic 
growth (Chart 2). Although labour and product markets had tightened, Canada’s 
inflation performance was relatively steady. Looking ahead to 1988, expectations 
at the time were that growth would slow to a rate below potential, owing to 
moderation in final domestic demand growth as the recovery matured. This view 
was reinforced by the October 1987 stock market plunge, which was expected to 
be an additional factor restraining spending in the first half of 1988. The prospect 
of a moderation in demand growth and a projected strong increase in investment, 
which would add to capacity, were expected to ease emerging inflationary 
pressures. In summary, it was expected that Canada would achieve a relatively 
smooth adjustment to balanced, sustainable growth after five years of growing 
above the potential growth rate. This was the outlook at the time of the 

February 1988 budget. 


A slowing in growth was projected by most forecasters in early 1988. The 
February 1988 budget projection of 2.8 per cent growth for that year was above 
the prevailing consensus of private sector forecasters. At the time, there was a 
general consensus that growth would slow across all major industrial economies. 
For example, the OECD projected, in its December 1987 Economic Outlook, a 
slowing in aggregate output growth for its member countries from 2 3/4 per cent 
in 1986 and 1987 to 2 1/4 per cent in 1988. 


Events, however, turned out differently. Confounding the earlier expectations of a 
slowdown, growth in the OECD area increased to 4 per cent. Canada’s total real 
output, propelled by the strongest increase in final domestic demand in 15 years, 
expanded by 4.5 per cent in 1988, a pace well above potential growth. Excluding 
the impact of the drought, real GDP growth last year was close to 5 per cent. 


By the end of the year, the Canadian economy at the aggregate level had moved to 
its level of potential output although some areas of the country still had under- 
utilized resources. The aggregate unemployment rate had fallen to its lowest level 
in seven years and capacity utilization was at its highest level in 14 years. Both 
factors contributed to upward pressure on inflation. During the year, monetary 
policy responded and short-term interest rates rose. The strong demand growth 
relative to the economy’s ability to meet it, together with an appreciating 
Canadian dollar, resulted in a sizeable deterioration in the trade balance. 


Chart 5 
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Domestic Demand Growth Strengthens 


For the fourth consecutive year, final domestic demand growth in 1988 
outstripped GDP growth, registering its largest annual increase since 1973. 
During the year, growth in final domestic demand rose steadily (Chart 5a). All 
categories of final domestic demand posted strong gains. An encouraging aspect of 
economic performance was the continued strength in business non-residential 
investment. Buoyed by high and rising rates of capacity utilization and strong 
profit growth, real business investment in plant and equipment has increased by 
more than 30 per cent over the past two years. Machinery and equipment 
expenditures in particular have been strong (Chart Sc). 


Expenditure growth in consumption and housing had been expected by virtually 
all forecasters to slow in 1988. It did so in the early quarters, but by the second 
half of the year was again increasing rapidly. All major categories of consumption 
strengthened in the second half. 


Steady gains in employment and real personal disposable income (Chart 5b) 
underpinned the large increases in consumption and housing expenditures. Real 
disposable income grew from the second quarter onwards; by the end of the year it 
was 4.6 per cent above the level of a year earlier. 


Consumer and mortgage debt (Chart 6a) has increased. As a proportion of 
personal disposable income, household debt has risen above pre-recession levels. 
The cost of servicing that debt has also been rising in recent years. As a proportion 
of personal disposable income, however, it remains below pre-recession levels, 
reflecting lower nominal rates of interest (Chart 6b). 


The balance sheets of the corporate sector (Chart 6c) remain healthy, although 
there has been some recent deterioration in the non-resource sector. In the wake of 
the stock market plunge, firms have relied more heavily on debt financing. Debt- 
to-equity ratios in the resource sector have continued to fall, in large part due to 
the strong earnings growth associated with continuing high commodity prices. The 
interest coverage ratio of the corporate sector has improved substantially since the 
recession (Chart 6d). 


Product and Labour Markets Tighten Further 


The continued, above-potential growth in the Canadian economy in 1988 
contributed to a further tightening in both product and labour markets. Capacity 
utilization rates rose throughout most of the year and are now above historical 
averages (Chart 7b). Many industries (for example, food and beverages; rubber 
and plastic products; printing and publishing; furniture and fixtures; non-metallic 
minerals; and electrical products) are operating in excess of 95 per cent of their 
usable capacity. 


Labour markets have also continued to tighten. Employment grew by 3.2 per cent 
in the year, the fastest annual rate of growth during the recovery. After a marked 


Li 


Chart 6 


Private Sector Debt 
1978 to 1988 


Chart 6a 
Personal Sector Debt to 
Personal Disposable Income Ratio 


1978 1980 1982 1984 1986 1988 


Chart 6c 


Corporate Sector 
Debt-to-Equity Ratio 


Non-resource 
Resource 


1978 1980 1982 1984 1986 1988 


Chart 6b 
Ratio of Personal Sector Interest 
Costs to Disposable Income 


1978 1980 1982 1984 1986 1988 


Chart 6d 


Interest Coverage Ratio 
Large Industrial Corporations 


1978 1980 1982 1984 1986 1988 


Chart 7 
Inflation Pressures 


Chart 7a 
CPI Inflation Rate 
December 1987 to February 1989 


6 Percent — year over year 


if 
Excluding food and energy - / 


i. 

Vee 
/ \ 
us 


All items 


Chart 7c 
Private Sector Wage Settlements 


6 per cent — effective increase in base rates 


0 
Q3 Q4 QI Q2 Q3 Q4 Ql Q2 Q3 Q4 
1986 1987 1988 

Source: Labour Canada. 


Chart 7b 

Goods Sector 

Capacity Utilization Rate 
1973 to 1988 


per cent 


1973 1976 1979 1982 1985 1988 
Source: Bank of Canada. 


Chart 7d 
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Table 1 


Recent Canadian Economic Developments 


1986 1987 1988 


(per cent change unless 
otherwise specified) 


Expenditures (volumes) 


Gross domestic product (GDP) Bee 4.0 4.5 
Consumption 4.3 4.7 4.3 
Housing starts (thousands of units) 199.8 246.0 222.6 
Residential investment 1353 1527 4.8 
Business non-residential investment 322, 8.8 17.8 
Government expenditure 0.6 r3 3.0 
Final domestic demand 3.8 Oz 5.9 
Inventory change (billions of 1981 dollars) 3.4 1.5 —0.1 
Exports 4.1 5.9 8.8 
Imports eS) 8.6 13.3 
Net exports (billions of 1981 dollars) 13:8 Hs 6.7 
Merchandise trade balance (billions of dollars) 9.8 11.0 9.6 
Current account balance (billions of dollars) — 10.5 — 10.6 —11.3 
Prices and costs 
CPI 4.1 4.4 4.1 
Total wage settlements Be) 4.0 4.3 
Private sector wage settlements 3.0 N28 4.9 
Average wages(!) 3.8 4.7 4.8 
Unit labour costs 3.4 Sino) 3.4 
Labour market 
Employment 2.8 2.9 Ses 
Labour force te Poe | 2.0 
Unemployment rate (per cent; 
fourth quarter level) 9.4 8.1 hg 
Labour productivity®) 0.4 tot ts 
Incomes 
Labour income 6.7 We 8.1 
Real personal disposable income 1.4 ek s3 
Corporate profits —5.4 24.1 Par 
Personal savings rate (per cent level) dot 9.5 8.6 
Financial markets (per cent; fourth quarter levels) 
90-day commercial paper rate 8.4 8.7 10.8 
Prime rate 9.75 9.75 11.9 
Longer-term industrial bond rate 
(Scotia McLeod average) 10.9 11.6 11.4 
Exchange rate(3) 
Canada-U.S. (U.S.¢ per Cdn$) T2e2 76.3 82.9 
Trade weighted: G-10 (1981 = 100) 86.0 88.3 95.7 
Trade weighted: Overseas (1981 = 100) 83.3 74.5 79.5 


(\) Wages, salaries and supplementary income per employed person. 
(2) Real GDP per employed person. 
@) The trade-weighted exchange rate is an index of the value of the Canadian dollar vis-a-vis the currencies of 


other G-10 nations weighted by their shares of Canadian trade. The trade-weighted overseas exchange rate 
is a similar index calculated for the currencies of these same countries excluding the United States. 


slowing from May to October, employment again increased strongly late last year 
and surged in January this year. Despite a decline in February, employment 
increased at an annual rate of 3.3 per cent from October to March. 


Employment growth has recently been most rapid in the provinces with the highest 
unemployment rates. Unemployment rates fell in every province last year, except 
Saskatchewan and Manitoba, with the largest declines occurring in Nova Scotia, 
British Columbia, Alberta and Newfoundland. The unemployment rate in Ontario 
has fallen to the 5-per-cent range, its lowest level since the early 1970s. 


Inflation Increases 


The increased product and labour market tightness is now clearly creating 
upward pressure on inflation (Chart 7a). After fluctuating between 3.8 per cent 
and 4.2 per cent last year, the all-items CPI rate of inflation rose to 4.6 per cent in 
February. The underlying rate of inflation, as measured by the CPI excluding the 
volatile food and energy components, rose to 5.4 per cent from 4.2 per cent at the 
end of 1987. This occurred despite the moderating influence of a sharp 
appreciation in the Canadian dollar. 


Other signs of inflationary pressures are also emerging. Private sector wage 
settlements have been increasing, moving into the 5-per-cent range in 1988, from 
below 4 per cent in the previous year (Chart 7c). As well, private sector wage 
settlements are increasing in every area of the country; high settlements now 
appear to have spread from Central Canada to other provinces (Chart 7d). Unit 
labour costs, the most comprehensive measure of cost pressures in the labour 
market, accelerated during 1988, rising at an annual rate of 4.8 per cent by the 
fourth quarter. 


Interest Rates and the Exchange Rate Rise 


Interest rates in 1988 were under upward pressure throughout the industrial world 
(Chart 8a). Strong demand growth was evident in all the major industrial 
countries last year. In Canada and the United States, the extended period of 
strong, above-potential growth experienced since 1982 has pushed both economies 
to their respective levels of potential output. Inflation pressures have emerged, 
monetary policy has reacted and interest rates have risen. 


Ninety-day commercial paper rates have risen steadily in the United States and 
Canada since early 1988 by roughly comparable amounts (Charts 8a and 8b). 
There have been a number of prime rate increases in both countries. In Canada, 
the prime rate rose to 13.5 per cent at the end of March this year, up 3.75 
percentage points from its level in the first quarter of 1988. In the United States, 
the prime rate rose 3 percentage points to 11.5 per cent over the same time period. 


Long-term interest rates have remained virtually unchanged from year-end 1987, 
resulting in short-term interest rates now being above long-term rates (Chart 8c). 
This situation is consistent with expectations that short-term interest rates will 
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fall, reflecting confidence that Canadian economic policy will moderate demand 
growth and restrain inflationary pressures. 


The strong performance of the Canadian economy, rising commodity prices, 
tightening monetary policy and improved investor confidence in Canada have 
resulted in a significant appreciation of the Canadian dollar (Chart 8d). During 
1988, the Canadian dollar appreciated by 9 per cent against the U.S. dollar, 5 per 
cent against the Japanese yen and 17 per cent against the German mark. 


External Imbalances Increase 


Canada’s current account balance moved to large deficit positions in 1986 and 
1987. This trend continued in 1988 with the strong growth in final domestic 
demand, particularly in machinery and equipment expenditures, and the increase 
in the exchange rate over the course of the year. 


The role of the investment boom, particularly the surge in machinery and 
equipment spending, is important in explaining the deterioration in the current 
account balance. Canada’s capital needs are diverse compared with the domestic 
economy’s ability to supply them; substantial amounts of machinery and 
equipment are imported. Indeed, of the over $10 billion drop in the nominal 
merchandise trade balance from 1984 to 1988, $8 billion — or 80 per cent of the 
total — is accounted for by a deterioration in the balance on machinery and 
equipment. 


Despite another strong improvement in the terms of trade, the current account 
deficit reached an annual rate of just over $17 billion in the fourth quarter of last 
year. Part of the deterioration in the fourth quarter was due to a worsening in the 
deficit on net investment income, which increased by just over $3 billion, mainly 
due to extraordinarily large dividend payments to non-residents. 


Sources and Uses of Savings 


In any country, there are three sources and uses of savings which must balance: 
net private domestic savings (the difference between total private sector savings 
and private sector investment expenditures); government savings (or dissavings in 
the case of a deficit); and foreign savings (the counterpart of a current account 
deficit). For instance, if a country’s total government deficit, which is a use of 
savings, is not matched by net domestic private sector savings, the remainder is 
financed by foreign savings. In this case, the country would be running a current 
account deficit and increasing its net indebtedness to the rest of the world. If, 
however, net domestic private sector savings are more than sufficient to finance 
the total government deficit, the remainder is available to be lent to the rest of the 
world, and the country has a current account surplus. 


In the early 1980s, with the personal savings rate high and domestic private 
investment expenditures weak, net domestic private sector savings were more than 
sufficient to finance the large total government — federal, provincial and local, and 


a 


Chart 9 


Sources and Uses of Savings 
1982 to 1988 


5 per cent of GDP _ 


Foreign sources of savings 
LZ Private domestic savings less investment 
Total government sector balance 


8- Sources 


9 


1982 1984 1988 


Quebec and Canada Pension Plans (QPP and CPP) — deficits (Chart 9). In fact, 
the level of net private domestic savings was high enough not only to finance 
government deficits but also to turn Canada into a net supplier of funds to the rest 
of the world; that is, Canadian excess savings flowed to other countries. The 
current account was in surplus. As the recovery gained momentum, the personal 
savings rate fell and business investment expenditures rose. As a result, the 
amount of net domestic private sector savings available to finance government 
deficits fell sharply. While the total government deficit also fell as a share of GDP 
from 1985 onwards, largely due to the improvement in the federal government’s 


deficit’, this was not enough to offset the decline in net private sector savings. 
Financing the recurring shortfall between net domestic private sector savings and 
government demands has required foreign savings; the current account has moved 
into a large deficit position since 1985. 


Growing current account deficits are leading to growing net foreign indebtedness, 
representing an increasing claim on the resources of the Canadian economy. By 
1988, Canada’s international indebtedness is estimated to have risen to just over 
38 per cent of GDP from 35 per cent in 1985. It has not been in this range since 
the mid-1960s. An important part of the increased current account deficit and the 
resulting increase in net international indebtedness results from the strong 
increase in investment expenditures which began in 1985. When foreign savings 
are used to finance investment, Canada’s future potential growth rate increases, as 
does the country’s ability to service that debt. The still-large government sector 
deficits are also contributing, however, to the increase in net indebtedness by 
increasing the reliance of the economy on foreign savings. Lowering the 
government’s fiscal deficit will lessen this reliance on foreign savings, leading to an 
improvement in net international indebtedness. 


Sustained Growth Faces Risks 


The Canadian economy has entered 1989 with pressures and imbalances that must 
be corrected. After six years of above-potential growth rates, the economy has 
reached its potential level of output. Pressures have heightened in both product 
and labour markets, pushing up the underlying rate of inflation. Monetary policy 
has responded and interest rates have risen. Appreciation of the Canadian dollar, 
coupled with continuing strong domestic demand growth, explain a deteriorating 
external payments position. Since private investment at present absorbs virtually 
all domestic savings, the large government sector deficits have increased the 
country’s reliance on foreign savings, and net international indebtedness has risen 
substantially. 


Canada’s economic prospects depend not only on correcting imbalances in the 
domestic economy but also on developments in the external economy. Externally, 
continued progress in correcting the international imbalances which still exist 
among the major economies must be registered. While reduction of the large U.S. 
fiscal deficit is a fundamental condition, continued action in major overseas 
countries to promote structural reform is also required in order to lay the 
foundation for healthy sustained growth in the world economy. 


For the Canadian economy to achieve a balanced transition to sustainable, non- 
inflationary growth with lower interest rates, the federal deficit must be returned 
to a downward track. The government sector is at present adding to existing 
demand pressures; fiscal action is required to relieve these pressures. 


() Asa share of nominal GDP, the federal government’s deficit (national accounts basis) fell from 6.8 per cent 
in 1984 to 3.4 per cent in 1988. The deficit of the combined provincial, local and hospital sector fell from 
0.5 per cent of GDP to approximately zero in 1988. On the other hand, the surplus on the combined 
CPP/QPP fell from 0.7 of GDP in 1985 to 0.3 of GDP in 1988. 


The Consequences of Not Acting Is the “Vicious Circle” 


The consequences of not acting to reduce the deficit would be severe. Experience, 
most recently in 1986, demonstrates that when uncertainty about the resolve to 
pursue appropriate fiscal and monetary policies arises in financial markets, a 
speculative capital flight from Canada is triggered. This causes downward 
pressure on the external value of the Canadian dollar. As investors shift from 
Canadian to foreign liquid assets, short-term interest rates rise. Any government 
resistance to such market-driven upward pressure on interest rates would reinforce 
speculation; the pressure on interest rates would intensify. In such a situation, 
interest rates would rise substantially. If action is not taken to restore confidence 
in economic management, interest rates will remain unduly high relative to rates 
in other countries, pushing up the federal deficit, and causing even more pressure 
on financial markets to finance it. We would have a vicious circle of increasing 
public debt, rising interest rates and growing deficits. 


Higher interest rates, together with continuing large deficits will increase reliance 
on foreign savings, slow the rate of growth of domestic investment, and hurt 
Canada’s competitive position by raising the cost of capital relative to that 
prevailing in other economies. These effects will reduce Canada’s potential 
growth rate. 


If action to reduce the deficit and control the debt is not taken, what begins as a 
speculative movement of capital can lead over time to a much weaker Canadian 
economy, with reduced prospects for future growth. 


Public debt can clearly not accumulate indefinitely at a rate greater than the 
growth in the economy. Eventually, Canadians will pay through higher taxes and 
reduced services. The longer action is postponed, the higher the eventual bill 
Canadians will have to confront and the less income they will have to pay the bill. 
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5. Canadian Economic Prospects 


Introduction 


In the Canadian economy, pressures and imbalances have emerged that threaten 
the continuation of the expansion. Action is required to reduce them and allow the 
economy to move to a sustainable and balanced growth path. The initiatives taken 
in this budget return the deficit to a steady downward track. This is a necessary 
step to restoring balance in the economy and putting in place the conditions for 
lower inflation, lower interest rates, sustained economic growth and lower 
unemployment. 


The outlook for the Canadian economy is presented in this chapter. Because of its 
openness, Canada’s economic prospects depend importantly on developments in 
the rest of the world, particularly in the United States. The first section briefly 
describes the external economic environment. The Annex contains more details on 
both the U.S. and overseas economic outlooks. Canada’s short-term prospects are 
discussed in the second section, medium-term prospects in the third. 


The External Economic Environment 


Developments in certain key aspects of the U.S. economy in 1988 paralleled those 
in Canada. Continued strong above-potential growth tightened labour and product 
markets. Inflation pressures emerged and monetary policy responded. Interest 
rates and the exchange rate rose, threatening further progress on narrowing the 
fiscal and trade deficits. 


A key assumption underlying the Canadian outlook is the expectation that the 
U.S. government will also adopt measures to lower its fiscal deficit over the next 
two fiscal years and into the medium term. The implementation of fiscal actions 
will relieve demand pressures in the U.S. economy, helping to reduce the trade 
deficit. The lower fiscal deficit will help to ease inflationary pressures and provide 
scope for lower interest rates. This will support the return of the U.S. economy to 
potential growth over the medium term. 


The key features of the U.S. outlook in the near term (Chart 10) can be 
summarized as follows: 


e Real output growth slows in 1989 and 1990, easing pressures in product and 
labour markets. 
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e Inflation rises in the first half of 1989 but begins to decline by the end of the 
year and into 1990. As growth slows, inflation declines and interest rates also 
begin to decline. 


e The current account improves further in 1989 but levels out in 1990 due to an 
expected worsening in the terms of trade. Over the medium term, however, 
the current account is expected to improve, both as the fiscal deficit comes 
down and as a better balance in the world economic expansion emerges. 


The Short-Term Outlook for the Canadian Economy 


The growth of demand is expected to slow this year and next (Chart 11), easing 
labour and product market pressures which have been exerting upward pressure 
on inflation. The moderation in demand growth, the return of the fiscal deficit to 
its downward track, and falling U.S. interest rates will create an environment in 
which Canadian interest rates should begin to move down in late 1989. In 1990, 
these factors, combined with a decline in inflation in Canada, should facilitate 
further declines in Canadian interest rates. This adjustment towards more 
balance in the economy sets the stage for sustained growth at potential over the 
medium term. 


The Pace of Demand Growth Will Moderate 


Real GDP growth is expected to moderate over the short term from the fast pace 
of the last several years, led by a sharp slowing in the growth of final domestic 
demand. Although the annual rate of growth is forecast to be 3.0 per cent in 1989 
(Chart lla and Table 2), growth from the fourth quarter of 1988 to the end of 
1989 will be slower. After the first quarter of this year, real output growth is 
expected to average about 2 per cent at an annual rate through 1989 and much of 
1990. Growth in the first quarter of this year will show a strong rebound, related 
largely to the assumption of a normal crop year following last year’s drought. 


The effects of currently high real interest rates, the appreciation of the Canadian 
dollar and the actions taken in this budget play an important role in the forecast 
moderation of demand growth. Final domestic demand after outstripping growth 
in real GDP in 1988 by a sizeable margin, will grow only marginally faster than 
GDP during 1989, then more slowly in 1990. 


Consumption Growth Will Slow 
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Consumer expenditure growth is forecast to slow in 1989, even though real 
personal disposable income is expected to record its highest average annual 
growth rate in the current expansion. The personal savings rate is projected to rise 
2.3 percentage points in 1989. An expected slight rise in the unemployment rate 
and high real rates of interest encourage the rise in personal savings, thereby 
dampening the growth in consumer spending. In 1990, real consumer expenditure 


growth is forecast to moderate further as real personal disposable income declines 
slightly. 


Growth in Investment Spending Will Moderate but Remain Robust 


Business non-residential investment growth is expected to slow in 1989 and 1990, 
after increasing by nearly 18 per cent in 1988. The slowing in investment growth, 
which is in line with the spending intentions published in the March 1989 Private 
and Public Investment Intentions (PPI) survey, reflects moderation in the general 
level of activity, slower corporate profit growth and higher capital costs. Despite 
slower growth than in the past two years, investment spending will continue to be 
a leading source of growth (Chart 11b). Together with the strong investment 
growth of recent years, this projected continued expansion will maintain a healthy 
growth rate of capital stock through 1990. 


Labour Market Pressures Will Ease 


Employment growth in 1989 and 1990 is projected to slow from its strong pace in 
1988. The unemployment rate is expected to rise until mid-1990 then begin to 
decline again. Labour force growth is also expected to siow. 


Underlying Cost Pressures Will Ease but Measured CPI Inflation Will Rise 


Slower demand growth will lower capacity utilization rates and moderate the 
recent strong demand in labour markets. This will ease the tight labour and 
product markets that characterized 1988, helping to reduce cost pressures. The 
indirect tax measures introduced in this budget to keep the deficit on a downward 
track will, however, raise the level of prices as measured by the CPI in two steps, 
the first in the third quarter of this year, the second, and smaller, in the first 
quarter of 1990. Reflecting these indirect tax increases, measured year-over-year 
CPI inflation will increase this year, before beginning to decline next year 
(Chart llc). Without these temporary impacts on measured inflation, however, 
the inflation rate would be expected to be just above 4 per cent this year and then 
to move below 4 per cent next year. 


Financial Markets Improve 


Interest rates in Canada should begin to move down later in 1989 (Chart 11d). 
The decline should continue through 1990, with Canadian rates falling slightly 
faster than U.S. rates, as underlying cost pressures continue to ease and recorded 
inflation also begins to decline in the latter part of the year. 
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Table 2 


The Canadian Economic Outlook: Main Economic Indicators, 1988 to 1990 


1988 1989 1990 


(per cent change unless 
otherwise specified) 


Expenditures (volumes) 


Gross domestic product (GDP) 4.5 3.0 Hee) 
Consumption 4.3 3.1 0.9 
Residential investment 4.8 —2.3 —8.6 
Business non-residential investment 17.8 6.9 3.8 
Machinery and equipment 21.6 11.3 5.6 
Non-residential construction 11.9 —0.5 0.4 
Government expenditure 3.0 1.9 0.7 
Final domestic demand 5.9 3.1 0.7 
Inventory change (billions of 1981 dollars) —0.1 3.0 1.9 
Exports 8.8 2e5 4.4 
Imports 123 531 0.7 
Net exports (billions of 1981 dollars) 6.7 2.8 8.5 
Current account balance 
(billions of current dollars) —11.3 — 14.9 — 11.6 
Housing starts (thousands of units) 223 198 170 
Prices and costs 
CPI 4.1 4.8 4.4 
GDP deflator 4.2 4.5 i 
Average wage settlements 4.3 50) 4.4 
Labour market 
Labour force Z80 1.9 es 
Employment See er 0.7 
Unemployment rate (per cent; 
fourth quarter level) deb 8.2 8.5 
Incomes 
Real personal disposable income 323 6.1 —0.3 
Corporate profits 12.7 ie! —0.5 
Personal savings rate (per cent level) 8.6 10.9 9.9 
Financial market assumptions (per cent) 
90-day commercial paper rate 
Nominal 9.7 12.0 10.1 
Real(!) 5.6 72 Say. 
Longer-term industrial bond rate 
(Scotia McLeod average) 
Nominal M3 11.6 11.0 
Real) ye 6.8 6.6 


(1) Real interest rates are defined as the nominal rates minus the percentage change in the consumer price index. 


Current Account Deficit Remains Large 


The current account deficit is projected to remain large in the short term but 
begin to improve in late 1989, aided by the slowing in consumer durable 
expenditure growth and later by moderating growth in import-intensive machinery 
and equipment expenditures. 


Canada’s Medium-Term Economic Prospects, 1991-1994 


Because of the openness of the economy, Canada’s performance over the medium 
term is dependent to an important extent on external developments. Continued 
progress in unwinding the global economy’s large fiscal and trade imbalances is an 
essential condition to maintaining a stable international environment. The 
projected gradual reduction in the U.S. budget deficit is assumed to maintain 
confidence in the U.S. economy as well as to contribute to gradually improving 
current account imbalances among the United States, Japan and Germany over 
the medium term. Nevertheless, important risks remain. While substantial 
progress has been made in the past year in reducing international imbalances, 
progress appears to be slowing. 


As noted in Chapter 2, a slowdown is expected over the medium term in the 
growth of Canada’s potential labour supply — the result of a slowing in the growth 
of both the working age population and the labour force participation rate. 
Investment is projected to continue growing at a healthy pace, and thus the 
contribution of the growth of the capital stock is not expected to change from 
historical norms. With factor inputs on balance growing more slowly in future, 
enhancements to total productivity will be important in shaping Canada’s 
potential output growth in the 1990s. 


The growth in total productivity in the 1990s is expected to increase from the 
1980s. Productivity enhancements associated with the Canada-U.S. FTA and the 
income tax reforms of 1988 will be important spurs. Sales tax reform, to be 
implemented in 1991, will also contribute to the growth of potential output in 

the economy. 


The increase in total factor productivity growth stemming from the FTA reflects 
the larger, more efficient plant sizes that Canadian firms will be able to operate 
with assured access to larger markets. This increased operating size will allow 
Canadian firms to exploit economies of scale, enhancing productivity. Department 
of Finance estimates” suggest this will result in an increase in total factor 
productivity growth of .3 percentage points a year over the medium term. 


This estimate may represent the lower limit of the possible enhancement of total 
productivity growth stemming from free trade. Additional gains will likely result 
from the following aspects: 


“) The Canada-U.S. Free Trade Agreement: An Economic Assessment. Department of Finance, 1988. 
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e Free trade implies that Canadian firms will be more exposed to international 
opportunities and competition; this creates incentives to become more flexible 
and more responsive to market conditions. 


e The access to new, larger markets and to increased competition will stimulate 
R&D investment and encourage firms to participate in new industries. 


Progress is also being made in the area of multilateral trade negotiations under the 
General Agreement on Tariffs and Trade (GATT), scheduled to be completed 
next year. The challenge for the government and all contracting parties of the 
GATT is to continue efforts to liberalize trade to the maximum extent possible. 


The challenge for the private sector in Canada is to maximize the opportunities 
provided by the Canada-U.S. FTA and the GATT negotiations by increasing 
competitiveness. An important aspect of increasing competitiveness will be the 
efforts devoted to upgrading the skills and increasing the flexibility of the 
Canadian work force. The federal government has just announced a new human 
resource strategy. The private sector also has an important role to play in meeting 
these objectives. 


Sales tax reform, although not incorporated in these projections, will complement 
and reinforce structural initiatives already undertaken by the government and will 
have significant impacts on economic efficiency. By eliminating distortions that 
exist because of the current manufacturers’ sales tax, sales tax reform will improve 
incentives to invest and increase the competitiveness of Canadian industry. This 
will raise total productivity and potential growth. 


To help ensure that the Canadian economy moves along its potential growth path 
over the medium term, a positive and stable macroeconomic environment must 
exist. A sound fiscal position is an essential ingredient of such an environment. 
The actions taken in this budget reduce the deficit over the medium term, paving 
the way for the economy to record sustained potential growth. By creating a 
balanced, competitive environment, inflation and inflationary expectations will be 
lowered, setting the stage for interest rates to continue to fall over the medium 
term. This, in turn, further improves the economic climate, creating more 
opportunities for Canada to grow at its potential in a sustainable, non-inflationary 
manner. 


A sound fiscal position is also a necessary condition for improving Canada’s 
external imbalance. The continuous reduction in the budget deficit will provide the 
savings required to finance the strong investment growth expected over the 
medium term, while Canada’s reliance on foreign savings will be reduced at the 
same time (Chart 12). The current account deficit is projected to fall from 

2.3 per cent of GDP in 1989 to approximately 1 per cent of GDP on average over 
the medium term. 


Table 3 highlights the Canadian medium-term projections. These projections are 
consistent with the economic and policy assumptions outlined above. It is 
important to recognize, however, that different assumptions could significantly 
alter the projections. 


Real GDP is projected to grow at an average annual rate a little above 3 per cent, 
in line with potential. The unemployment rate is projected to fall to 7.0 per cent by 
1994. The pace of inflation, given enhanced total productivity growth and lower 
tariff barriers, is projected to moderate further, trending down from 4.4 per cent 
in 1990 to 2 1/2 per cent by 1994. Interest rates are assumed to decline, reflecting 
the progress made in lowering inflation and sustained and substantial fiscal deficit 
reduction in Canada and the United States. Real interest rates are also assumed to 
decline, but not to the same extent as nominal rates. 


Chart 12 


Sources and Uses of Savings 
1989 to 1994 


per cent of GDP 


Foreign sources of savings 
Via Private domestic savings less investment 
Total government sector balance 


Sources 


1989 1990 1991-94 
Average 
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Table 3 


Medium-Term Economic Outlook: Selected Economic Indicators, 1988 to 1994 


Average 
1988 1989 1990 1991-94 


(per cent change unless 
otherwise specified) 


Real GDP 4.5 3.0 Ned! 3.2 
Employment Bh? | a Oar Ped | 
Unemployment rate (per cent; 

fourth quarter level) Ca 8.2 8.5 Aves 
Inflation (CPI) 4.1 4.8 4.4 2.9 
90-day commercial paper rate 

(per cent) OT 12.0 10.1 Ta 


* Annual average for 1994. 


Annex 


The Outlook for U.S. and Overseas Economies 


Recent Economic Developments in the External Economies 


Developments in certain key aspects of the U.S. economy paralleled those in 
Canada in 1988. The U.S. economy grew strongly at 3.9 per cent for the year, a 
pace well above its potential. With the strong growth, the unemployment rate 
declined, reaching 5.0 per cent in March of this year. Unemployment rates in this 
range are conventionally thought to be associated with rising inflation. The strong 
output growth also tightened conditions in product markets; capacity utilization 
rates rose above historical norms. The improvement in the trade deficit has been 
an encouraging sign for the U.S. economy over the last few years. After the first 
half of 1988, when growth was propelled by improving net exports, however, 
improvement in the trade balance appeared to stall. The robust growth in 
consumption expenditures, met largely by imports, was a key factor. 


The tightening labour and product markets have generated increased inflation 
pressures. After remaining in a narrow range around 4 per cent during the year, 
the CPI inflation rate has recently risen. Further upward pressures are coming 
from labour cost increases and rising material input and import prices. Monetary 
policy has tightened, and interest rates and the exchange rate have risen in 
response to these inflationary pressures. 


Growth in overseas economies has also been strong, led by increased investment 
spending and strong consumption. As a consequence of this rapid growth, inflation 
pressures have increased. Monetary policy has been tightened in most countries 
and interest rates have risen. 


Key Assumptions Underlying the Projection for the U.S. Economy 


Lowering the fiscal deficit is a critical challenge facing the U.S. government. It is 
required to ease capacity constraints, take pressure off interest rates and slow the 
rapid accumulation of foreign debt. Considerable progress in lowering the fiscal 
deficit has been made in recent years. From a peak of $221 billion in fiscal 1986, 
the deficit declined to $155 billion in fiscal 1988. However, it is currently 
estimated by the U.S. Administration to rise to $163 billion in fiscal 1989. Further 
progress is required, especially in light of the need to slow domestic demand 
growth and to encourage further improvement in the trade deficit. 


ay 


Recently the burden of slowing the U.S. economy has fallen on monetary policy. 
Although a tightening monetary policy does slow domestic demand growth, it 
operates with a lag. As well, it complicates balance-of-payments adjustment, since 
a tighter monetary policy puts upward pressure on the exchange rate and reduces 
investment. Investment is essential to restoring the competitiveness of U.S. 
exports. An increase in the exchange value of the dollar stimulates imports while 
eroding the competitiveness of U.S. exports. A U.S. fiscal plan that places the 
deficit on a declining path, on the other hand, complemented by a favourable 
financial market reaction, should constitute a sound foundation for trade 
adjustment. It is also the key to returning the U.S. economy to the path of 
long-run sustainable potential growth. 


The U.S. projection described here is predicated on agreement between the U.S. 
Administration and the Congress on a package of measures satisfying financial 
markets that the deficit is on a long-term declining path. Actions assumed to be 
taken, beginning with the fiscal 1990 budget, lower the deficit to 1 per cent of 
GNP by 1994, down from the peak of 5.3 per cent of GNP in fiscal 1986. The 
forecast is also based on the assumption that financial market conditions will 
improve with the implementation of the 1990 fiscal package, probably some time 
later this year. Lower interest rates will not only encourage growth in the 
economy’s productive capacity by supporting investment spending, but also 
improve the trade deficit by lowering the cost of servicing U.S. external debt and 
raising the ability to expand production for export. Those conditions will set the 
stage for the U.S. economy to grow at potential over the medium term. 


Short-Term Prospects for the U.S. Economy 
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Real output growth is expected to moderate from 3.9 per cent in 1988 to 3.0 per 
cent in 1989 — 2.7 per cent on a drought-adjusted basis — and to 1.9 per cent in 
1990. The slowdown in growth, expected to begin in the second half of this year, is 
the result of three major factors: (1) relatively high real rates of interest; (2) a 
slowing in the rate of improvement in net exports; and (3) the implementation of 
the fiscal package in fiscal 1990, which begins in October this year. 


Real net exports are expected to improve in 1989 but at a slower pace than in 
1988. The spectacular 22-per-cent rise in merchandise exports earlier in the year is 
projected to be cut in half in 1989, as foreign growth slows and the impact of the 
huge improvement in U.S. price competitiveness, associated with the dollar’s 
1985-87 depreciation, begins to fade. U.S. imports, however, should show an even 
sharper deceleration owing to the projected dramatic slowing in U.S. domestic 
demand growth. 


CPI inflation in the United States is expected to rise this year to 4.8 per cent from 
4.1 per cent in 1988. The present tightness in labour markets, rising import prices, 
and a temporary increase in food prices following the drought are exerting upward 
pressure on the CPI inflation rate. This increase is concentrated in the first half of 
1989. In the second half, as growth slows and the effects of the temporary factors 


Table 4 


International Economic Prospects in the Short Term 


1988 1989 1990 


(per cent change unless 
otherwise specified) 


United States 


Real GNP 3.9 3.0) 1.9 
Final domestic demand 2.9 2.6 1.8 
CPI 4.1 4.8 4.3 
Unemployment rate (per cent level) DEP) 5.4 Sal 
Current account balance 

(billions of dollars) — 135.3 — 126.8 — 132.4 
90-day commercial paper rate 

(per cent level, true yield) 7.9 10.1 8.6 
AAA corporate bond rate 

(per cent level) 9.7 0:9 2) 


Other major OECD countries 
Real GNP/GDP 


Europe 3:3 2a, Press 
Germany 3.4 2.4 2.9 
France, United Kingdom, Italy 3.4 2.9 2.8 

Japan ail! 4.3 3.8 

Inflation (CPI) 

Europe 2.9 4.0 Sez 
Germany 12 pS | Jee | 
France, United Kingdom, Italy 4.1 5.3 4.0 

Japan 0.7 pie Zl 


Source: Department of Finance. 


abate, the CPI inflation rate should decline. Over the medium term, inflation is 
expected to show steady but modest improvement. 


Short-term interest rates are assumed to average 10.1 per cent in 1989, up from 
7.9 per cent in 1988. They should begin to decline in the second half of the year, 
however, as inflation pressures subside and the government’s commitment to 
deficit reduction becomes apparent. 


Trade improvement is forecast to continue in 1990 and beyond. Since the 
remaining scope for foreign exporters to limit price increases through lower 
production costs or reduced profit margins is now small, import prices will be 
under some upward pressure. This should help to curb or reverse foreign 
penetration of U.S. markets. Nominal trade improvement is also expected to 
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continue in 1989, but to slow in 1990 as the terms of trade turn against the United 
States. The slowing in the nominal trade balance and a rising service deficit will 
worsen the current account deficit. 


The Outlook for Overseas Economies 


40 


Growth is expected to slow in overseas countries in 1989. The slowing in Europe 
reflects reaction to the tightening in monetary policy that occurred in late 1988, as 
well as fiscal restraint in some European countries. In Japan, growth in investment 
and consumer expenditures is forecast to slow to more sustainable rates. Some 
increase in inflation is expected in overseas countries in 1989, partly because of 
indirect tax increases in some countries and partly because of the high rates of 
capacity utilization in most countries. The United Kingdom in particular has 
experienced a sharp rise in its rate of inflation over the last year and monetary 
policy has been tightened sharply. The slowing in growth should be sufficient to 
contain inflationary pressures and create an environment for lower inflation next 
year. Progress towards lower inflation should facilitate some easing in monetary 
policy, which will contribute to a slight pick-up in growth in Europe in 1990. 


In the near term, relatively little improvement in current account imbalances is 
expected. Strong investment growth in the industrial economies is fuelling the 
demand for German and Japanese capital goods. Conversely, the moderation of 
growth in domestic demand expected in Germany and Japan will slow the growth 
in their imports. 


Adjustment in current account imbalances is projected to resume in 1990 and 
beyond, as the continuing strong increases in investment spending in the principal 
trading partners of Germany and Japan begin to pay off in higher productivity 
and enhanced competitiveness. As well, structural reforms undertaken in response 
to such initiatives as the completion of the internal European market in 1992 will 
contribute to increased productivity. 
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